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This study investigate the existence of J-curve phenomenon in case of 
Indonesia with the five major trading partners. The method used to analyze this 
case is VECM model. This model will be chosen if the data is stationary at first 
difference level and cointegrated. To find out whether there is a relationship 
between real exchange rate and trade balance or not, VECM method in short run 
and Long run will be used. To find out whether the relationship between those 
two variables can form a curve is examined by IRF Test. On the other hand, the 
author will look for how much the real exchange rate contributes to the trade 
balance by using VD test. VD test is needed because if there is no j curve 
phenomenon in Indonesia with five major trading partners, there are other factors 
that affect the trade balance in the short and long term. 
The exchange rate pressures that have occurred in Indonesia for the last 
few months have caused unrest for the people. They are worried that depreciation 
will have negative impacts on economy of Indonesia. The impacts of depreciation 
are the decline in domestic investment, rising prices of food and imported fuel, 
and etc. The exchange rate plays an important role in the dynamics of 
international trade. This is because the exchange rate reflects the relative prices 
among countries conducting international trade. Thus, exchange rate depreciation 
will also have an impact on international trade. When exchange rate fall, domestic 
goods and services become cheaper while foreign goods and services become 
more expensive. This will lead to increase export and decrease import.  
The data of Foreign Exchange Transaction Rates in Bank Indonesia shows 
that the exchange rate of Indonesia with several major trading partners over 
quarterly period 2010Q1 to 2019Q4 is fluctuating. The depreciation of Indonesian 
rupiah toward US dollar had shocked the Indonesian citizen in previous period. 
The biggest rupiah depreciation in 2018Q4 was Rp.14,812/US$. In same 
 
 
condition, The exchange rate between Indonesian rupiah and Singapore dollar 
greatly depreciated in 2010 and 2019. The exchange rate in 2010Q1 was 
Rp.6,602.37/S$ but in 2019Q4 it was Rp10,317.87/S$. similar to exchange rate 
with US dollar and Singapore dollar, the exchange rate between Indonesian rupiah 
and China Yuan began to depreciate in 2011Q4 by 5.81% compared to the 
previous period. This depreciation slowly deteriorate until 2019Q3 but in stable 
condition. Equal to China Yuan, exchange rate between Indonesian rupiah with 
Malaysian ringgit tend to be stable over the period. Indonesian rupiah with 
Malaysian ringgit continued to depreciate from 2011Q2 of Rp. 2,848/RM to the 
highest in the 2014Q3 period of Rp.3,685/RM. The exchange rate of Indonesian 
rupiah with Japan Yen also fluctuates and in unstable conditions. (Bank 
Indonesia, 2020) 
As a country with an open economy, Indonesia’s  economy is vulnerable 
to external factor shocks. One of the external factors is international trade. 
Indonesia currently conducts international trade with dozens of countries in the 
world, but Indonesia's bilateral trade with several countries have dominated 
Indonesia's trade balance. Based on data from the Ministry of Trade, there are five 
major trading partner countries that cover almost 50% of the total Indonesian 
trade as a whole. China is Indonesia's largest trading partner with 19.56% of trade 
in Indonesia even though its trade balance is always negative. Then followed by 
Singapore with 8.99%, Japan with 8.62%,  US with 7.27% and Malaysia with 
4.45% of Indonesia's trade. (Ministry Of Trade, 2020) 
Indonesia's overall trade balance fluctuates every year as does bilateral 
trade between Indonesia and the major trading partners those are China, 
Singapore, Japan, US and Malaysia. Indonesia's trade balance with China is 
always deficit every year. The biggest deficit in the last eight years is Indonesia's 
trade balance with China in 2018Q4 of -$ 2,013,176,350. Different from China, 
Indonesia's bilateral trade with Japan is always surplus. But in 2018Q4, at the first 
time, there was a trade deficit of -$ 130,406,100 because of trade balance fell by 
70.01% from the previous quarter. 
 
 
Trade balance of Indonesia with Singapore also experienced deficit over 
the period 2010Q1-2018Q4. Differ from China and Japan, the largest deficit 
occurred in 2013Q3 of -$1,148,013,670. Beside, trade  balance between Indonesia 
and US is always surplus. This value fluctuates but tends to be stable every 
period. This proves that Indonesia's trade with US is great during 2010Q1-
2018Q4. Indonesia's trade with Malaysia experienced surplus was fluctuated in 
certain period, deficit in the next period and then surplus in another time. 
Comparison of values from one period is much different to the next period as in 
2012Q1 deficit of -$143,109,670 and 2012Q2 surplus of $1,288,956,330. (Bank 
Indonesia, 2020) 
In some cases, many researchers have found the empirical findings 
indicating that currency depreciation can increase the trade balance. Bahmani-
Oskooee (1999) argues that the real exchange rate will affect international trade, 
especially the trade balance. When domestic currency depreciates, the price of 
exported goods will be  cheaper and imported goods will be more expensive due 
to changes in relative prices. Thus, citizens will reduce the demand for imported 
goods and increase demand for exported goods. However, there was found that 
there was a delay in the response of trade balance to currency depreciation until 
the trade balance would become a surplus after a certain time. This condition is 
called the J-curve phenomenon. The delay is due to trade agreement contracts 
within a certain time, delivery time, changes in inventory of finished goods, and 
elasticity of goods. 
Based on previous studies, there is evidence that the relationship between 
exchange rate and trade balance could be positive, negative or no relationship. 
Phouphet (2013) found J-curve phenomenon in case of Laos which means there is 
positive impact of depreciation on trade balance. Differ to Phouphet, Grauwe 
(1988) found that exchange rate will influence balance of trade in negative value. 
However, many authors have discovered that there is no phenomenon of J-curve 
in bilateral trade in some countries.  Hilmarious (1989), Reinhart(1995) and 
Halicioglu (2007) found there was no relationship where the depreciation did not 
significantly influence the trade balance.  
 
 
Therefore, relationship between exchange rate and external trade 
performances of countries is ambiguous. Conflicting empirical results between 
some researchers and results that are not consistent with existing economic 
theories raise doubts about economic theories especially regarding the J-curve 
phenomenon. So, the relationship between depreciation of exchange rate and trade 
balance has become a common subject of research (Hook and Boon, 2000). Ratha 
(2004) said that understanding the relationship between the terms of exchange 
rates and trade balance is the key to successful trade policy. 
Based on the empirical evidence explained above, the relationship between 
exchange rate depreciation and trade balance has still ambiguous. Furthermore,  
the data showed that there has been exchange rate depreciation and deficit of 
bilateral trade balance in case of Indonesia with several trading partners in the last 
few periods. however, according to the J-curve theory that exchange rate 
depreciation will have a good effect on the trade balance. It means that there is a 
contradiction between the empirical evidence and the theory. So, the author is 
interested in examining J-curve phenomenon in case of Indonesia’s trade balance 
with its main trading partners. Recently studies reported that the effects of 
changes in real exchange rate is not sufficient to calculate the trade balance of the 
country which just from the trading’s  volume and price. So, income effects 
should also be involved in the model (Bahmani oskooee, 1998 ; Fan et al, 2004 ; 
Gomez and Ude, 2006).   
1.2 Research Problem 
Based on the conditions above, the problem will be reviewed in this study 
as follows "Is there a J-curve phenomenon in Indonesia's bilateral trade balance 
with five major trading partners?" 
1.3 Research Objectives 
Based on the problem which has formulated, this study aims to analyze the 
phenomenon of J-curve in case of Indosesia’s trade balance wit major trading 
partners those are China, Japan, Singapore, US and Malaysia. 
 
 
1.4 Research Advantages 
This research is expected to be useful for economic policy makers, for 
researcher and also for economics students. The benefits are: 
1. For policy makers 
The central bank as the monetary policy maker on exchange rate 
control and also the ministry of trade as a controller of export and import 
activities are expected to work together in making economic policies because 
there is a link between the exchange rate and the trade balance. 
2. For researcher 
In conducting a research, strong literature is needed so in the process 
of this study the researcher gained knowledge about the effect of J-curve 
phenomenon, especially trade balance between Indonesia and five main 
trading partner countries. 
3. For economics students 
This research is expected to provide knowledge to economics students, 
especially students who take the concentration of monetary economics and 
international trade. 
1.5 Limitation of Study 
This research only focuses on the analysis of the phenomenon of J-Curve 
in case of Indonesia’s trade balance with five major trading partner countries. 
Those are China , Japan, Singapore,  United States and Malaysia. The data used 
are secondary data obtained from Indonesian Finacial Statistic of Bank Indonesia, 
Foreign Exchange Rate Transaction in Bank Indonesia and CEIC data. The data 
used on this research is quarterly time series data during 2000 to 2019. 
1.6 Systemic Writing 
This systematics aims to give an overall picture of this research. The 
following systematic writing: 
CHAPTER I: Introduction 
 
 
The introductory chapter consists of six sub-chapters, namely: 
background, research problm, research objectives, research advantages, 
limitation of study and systemic writing. 
CHAPTER II: Literature Review 
This chapter contains a literature review that supports and relates to 
the variables studied which are also supplemented by previous research 
which is related to the title of the study and hypothesis. 
CHAPTER III: Research Methodology 
This chapter contains type and sources of data, definition of 
variables, sampling techniques and research model.  
CHAPTER IV: Empirical Results and Analysis 
This chapter outlines the results of research found from statistical 
descriptive analysis. 
CHAPTER V: Conclusion 
This section is the final part of the research which contains 
conclusions and recommendation obtained from the publications in the 
previous chapters. 
 
 
 
 
 
 
 
 
 
 
 
 
 
